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The Natural Rate Concept

the 1960s, economists Milton Friedman
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ur s are employed .€Cempratdtoodpoeeminahgr s
he concept of a Whe¢émradtualtcecuodmphe mmeé oty me ant
natur als rtahtaet, tihte scwggeosmty i s operating
should be tightened (eased) (tThhuprewent i
e estimate of the mnatural ratepoplliacyys an
Sfthass report discusses problems 1in estimating

n
i

nd Edn

ce pPnta toufr’alf matteanp [“Dylmk n¢ mijwla meonf une mpl oyment
RU -a(cncoenl erating inflatThay rmdsi todfd utnteantp 1 tohy emre en
ilibricdm,rmamrgkeatate of unemployment deter minec

icy, anldricsomdittubrean g rreaattee rwitlhlan zero since, at

re will always be some people in the process

ple who are in the wrong place at the wrong t
Although expamonenary Podcecaly mmy be able to temg
below the natural rate in exchange for higher 1in
rise back to the natufldli sraxztoaacwiptthouswt cidhmtli st icemn
monetary polinwy dfafSe mto dmnrgeal variables such as
unempl oyment, and affedtfs uvoaempl pymeas idndt hotl omw
natural rate, 1t would 1imply t hnaetmpnloonyenteanrty, paonldi c
wor kers s Uniofreerye di (Iftlrhuoesmi ro nwa ge demands were infl uert
of real pfice changes).
In recessions or periods of sluggish growth, wune
inflation isSThaspeetsdad mtad ifngl lt he natural rate 1 ec
factors, including both the increase in unemploy
that occurs when the economy has been temporari.]l
A ChanMatmgral Rate?
A cursory look at the U.S. experience over the p
natural rate of ufDBEOPIveymdotnhg persods of ti me, L
effects should cancel out and the average unempl
Yet the average unemployment rate by decade has
4. 5% 1n tah eh i1g9h5 Oosf t70.R3e% riens stihoen sl 9f8AOVh g i pd¢ di ad 1
constant natural rate of unemployment of 6. 1%, W
Mi1ton Friedman, “Th AmeRcar Econamic R&tieWMarch 2968y p. B, kdmind Rhelps,

“ Mo nWage Dynamics and Labdda r k e t  E q dourhal obRoliticallccohomyvol. 76, part 2, July/Aug.
1968, p. 678.

2 For more information, see CRS Report RL3038@flation and Unemployment: What Is the Conne@jdyy Brian
Cashell.
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1990s andl %t6RGen.1Pa510tsi cul ar, t he expeartiieonnce 1in t he
although unemployment was above natural rate est
although unemployment was below natural rate est
concept
Table 1.Annual Unemployment Rates
19502005 (Percent)
Decade Average Low High

19501959 4.5 29 6.8

19601969 4.8 3.5 6.7

19701979 6.2 4.9 8.5

19801989 7.3 5.3 9.7

19901999 5.8 4.2 7.5

20002005 5.2 4.0 6.0

Source: Bureau of Labor Statistics
Skeptics takaecttthael veardmmlceymennt over time as eVi
concept JiBsuti macdrmrsecte am economy t he@tolrayt stuhgegrees tiss
a natural rate, Thatnatuvatltiecateves demer mined by
economists reason that since labor mark®%t condit
If this were the case, the unemployment rate wou
original theory suggest se,mpbuty metn ta nwyo ug idv ebne proeivret
unique nkonrekampte, a mnatural rate concept unde
Of fs ceconomic projections, and a ne@B®atural rat
changing estima¢eci o fpltIXt&JHhdt himgdbreaillustrates t
changing natural rate estimate, macttuwraall urnactmep.l oy n

3 Laurence Ball and Greg Mankivhe NAIRU in Theory and PracticBational Bureau of Economic Research,
Working Paper no. 8940, May 2002.

4 Milton Friedman acknowledged this view in his original formulation of the thedrg:avoid msunderstanding, let
me emphasize that by using the term
unchangeable. On the contrary, many of the market characteristics that determine its levelraaglenand policy

made ” From Milton Friedman ,Améridah EconRmid Reviearch68, p.O.a r y

Congressional Research Service 2
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Potential Causes of a Falling Natural

the mainstreamdpelr9s8plesc twievree, at hpee r1i97d0 so fa a r

1990s were a perTihoed 109f9 O0as fdaelclliinnge ncaatuugrhatl nroast
surpWhat.could have caused t hAe nmambuerra lo fr atthee otro ef
na &d

Hi gh Productivity Growth

“Unit 1 aberacmetasurement that compares .the value
By definition, whenever productivity increases n
Lower unit | atblhea ’sfciprtosf iitmdbridassey, ther’sby typical
demand flonmr tlhaeabdrate 1990s, there was a sudden an
oductivity growtHHoOdt ¢ o L2226 80tT nda%s9 Obbe eld 7 4

pot he hiexeadistehavtor kers cannot easily or instant:
oductivity, they may have been slow to adjust
owt hl fr attheiss was the case, unempleonypmoernatr ialnyd t he
llen in the 1ate .A 959i0msi laasr usntiotr yl -acbaonm beee gtetosl df eal
ntracts, under which wages would not adjust to

o -hoe T SO
o ® 1 s

For example, a Federal Reserve Bank of Kansas City study f
Estimates of the Natural Rate of UnemploymeB&onomic ReviewFederal Reserve Bank of Kansas City, Oct. 1993,
p. 53.

6 See also Congressional Budget Offi€be Effects of Changes in Labor Markets on the Natural Rate of
UnemploymentApril 2002. Interestingly, CBO did not incorporate the chatiigfasencing the natural rate described in
this report in its estimate of the natural rate.
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was ne ghoottiiactee dd hat NAI RUdwolldeonhythbhe temporary

beca
wo ul

e B
o

adjust their wage demands and unit

aware of the increase in their productivi

l abor C

removing tfhoer ifnicremst itvoco t'ake on more workers.

I f t 1s scenario occurred 1in the late 1990s, Il ab
than real wor.Kercaw mlpehXlpHt nhoinn h a sI nb eceml yt htewoc aocsfe
the past 13 years, 1998 and 2000, has real compe
suggesting that workersrdddchpoptvifyuyl gyownhborpoboat
compensation de ma@amp d ms a&thicom hlbbpast stteirlml not caug
productivity gains that began several years ago.
Al so supportive of this theor.Juss adesaEperience
productivity growth may temporarily reduce the N
temporarily 1 nAnrde aisned etehde, NAleRUapparent 1increase
1970s and 1980s coincided wikthom B9d9%dtoovnl 9 h3 ,prlo
productivity grew at an average of 2.9% a year;
to 1T9h%5 unemployment rat-¢d 9836 theessoovnghwef hheghte
past, and it remoampaedabilighpoin¢batmnvepatsd busines
t wo expansions and recoveries.

This theory does mnot seem consistent with the &ex
subseGquwdntes s hroewcelvaerrtyhi s period, posductivity gr
unexpectedly rapidly, yet employment fell for 20
2.6 million fddmspoeeskutroedrewgh though productiyv
more rtapidly than relatl < otmpseentsdartailo ny esairnsc ea f2t0e0rl t
spurt had first begun, workers had still not <c¢con
productivity .Flparcommamni aercomumntnot straightfor wa
weakness in tke R&Bdr hmasar hetl ds d oSwinn cced 6iPiddn s at i on
empl oyment has begun to rise again, but real con
despite continued rapid gains in productivity.

" Economic Report of the PresideReb. 2000, p. 90.

8 The jobless recovery is discussed in more detail in a section below.
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Figure 2. Labor Productivity and Real Worker Compensation
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Mar ket SPhaiei pw |Gkamme&ks rs point to changes |
as a potentialNALRHRosre eoxfa niphlee ,d eicfl iweel fianr et hre
centives to seek work, it could have expan
d the unemployment rate consistent with st

r or mnot pol ihcey NcAhlaRnUg e si th awvoeu | adf fbeec tdeidf fti c u |
ions hPpl empichenpkty cannot be easily quanti
metrTemanadyses anal ysis-tismeppobliematihanlgec
t antliys toincei adna toa obsercvdtomommpnawlyislie dsods ffic
iduals affected by the policy change are 1i
opulation in ways thhar cafamma, fibtece hsityg sonmn
egree of confidence that evidence exists pr
es have had a significant influence on the

o =
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Demographic Changes

It h a

s been noted that khoghgeruwomhpboymeohsrtrates

wor kBlriss could be because ol derhwmakedasmpdhta abk, mor

di ffe
ol der
unemp

rent preferences for employment stability.
workfoheeovenhtdl |l owemptoyment ra-te since t
l oyment workers .Thetheitabomefeoevicdensegotat

°0one problem with this theory is thatly those workers who have actively sought work in the last month are

cl assi

r
reform may have largely affected individuals who were officiallyacs s i fi ed as “not in the 1a

fied as unemployed; otherwise individuals who are
bor

NAIRU unchanged.

loFor a
the Un

literature review of the economic effects of wel far
i t Joudrnalot Econamic Literaturevol. 40, no. 4, De 2002, p. 1105.
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boomers were young workers in the high natural r
noweached a |l ow . Thempétopyment 2edgofeawsr loer sagle§ t he
with the highest unemployment rate, *had fallen f
Economist Robert Murphy recalcul at eadt itohne 1998 un
demographically simiTlhairs troa itsheed 1t9h7¢9 upnoepnupllaotyi noenn t
percent fgoetpdiketdy enough to account for the ent
may have-2fdl pemr ckni age poKianzt sa nodv eler ut ehgoesre eysetairma. t
demographic change can account f%r one quarter o
Hi gher incarceration rates are anot hekatde mogr aph
and Krueger have als o wssukgiglels tiendd itvhiadtu anlasn yw hyoo uwnogu,
unemployed in the past are now in prison 1instead
Between 1990 and 1999, the incarcerated popul ati
resulting inpni dombpomgl ot*Ashezovesulhattheéemeest.:i
NAI RU fell by 0.17 peisld8MDtsage points since the n
Rising disability claimant rates offetdtfanbhether e
disabled arbemonempli agetdg tban the rest of the po
disability could pTuhseh ptehrec ennattaugrdae lo lfryatthee pdndovrt i o n

claiming disability rose.Afurtoom 3a.nld% Diung glah8 4 otum d5 .t

chnage explained 0.64 percentage ®points of the re

Unli ke
empiri
epl anat
the ris
noticea

me other factors driving the mnatural ra

correl at iMum pchayn pboei netass ioluyt mehaastu rtehde t 1 1
ns does mnot quite cTohrer edsepmwongdr atpoh itch es hfiafl
g incarceration rate were both well wund
e decline in the NAIRU.

Changes in Labor Market Matching

Econems often think of unemployment as part of
lasts until the 1r i glhnt twvhoirsk evri efwi,n dtsh et hdeu rrait g hotn joofb
on how quickly workers can belmlmatahddddumisheppobs
been suggested that recent developments 1in the 1
process, thereby reducing the duration of wunempl
une mp |l olyhneesnet f act or s ionfc |tuednep otrhaer ye xepmapnlsoiyomme nt , gr
mobility, the expanding role of the intermnet 1in
t oward j oBWhsiwliet cthhiensgee factors may play an import

1 council of Economic Advisor€&conomic Report of the Preside8000, p.88.
PRobert Murphy, “Accounting f BusinessitEeonoRicapil 1909, @B3.c1 i ne i n t he

13| awrence Katz and Alan KruegetThe High PressureUS . Labor Ma r Breokings Hapetsiore 1990s , ”
Economic Activity 1Brookings Institute (Washington: 1999), p. 1. Phelps and Zoega, using data through 1995, found
demographics to have a smaller effect.waBldmendofdhePhel ps and G
Nat ur a AmeRcan Ecgndmic Reviewol. 87, no. 2, May 1997, p. 283.

4ys. Department of Justice, Bureau of Justice Statistics, at [http://www.ojp.usdgjsgoerrect.htm].

15 bavid Autor and Mark Duggarhe Rise in DisabilitRecipiency and the Decline in Unemploymétetional
Bureau of Economic Research, Working Paper no. 8336, June 2001.

¥FEor more information on regional factors, see Robert Murp
Business Economicépril 1999, p.33.
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rate, bhegrgrng degrees, unquantifiable and t
account in empirical. Thetmmategqueftiheahheufat
empl oyment, has been estimated.A oF ecideeReas@® rmed e
study found that temporary unemployment <could
NAIRU from 1979 to 1993, and Katz and Krueger
percentage pofints in the 1990s

Back to the Future?
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]

o o 90 0
v A4

Une mptheont rates seen in the late 1990s were simi

1950s addhibk96@ggests that the mnatural rate to
TheFrederal Reserve Chairman Al ahe@réeagspan mad

Well, [full employment] varied over timé&kemember in the early part of the p@gorlid

War |l period, the general view was that, indeed, 4% was the unemployment rate which
was consistent with price stabilitif then altered very significantly dag the 1970s and

the 1980s and it has since come probably almost all the way back down to where it was in
the early part of the povorld War Il period®

s
rocdu vity growth rated<thegpe »pos d6me r2cdo fwmusn a k &
7% in 1960, c omp aSroemde wsotuhl dl 6a% giune 2t0h0aOt we l f ar
f the expansion of the socialpsagrams neff ttha
9608 the other hand, ot her factors, such as
h arket or rising 1in
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e Internet in our labor ma
milarity to the ¢DPAOsdenda

day
e

this a coincidence or doAmn hekdéererpepshaticon om
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e
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t he

car

The Jobless Recovery Could the Natural

Empl oyment fell for a
ible reason why i
i

n unprecedented 20 month
b S

natural rate was Trising
u h
a

a prolonged sluggish
s iBwets sbegyadse t

maj or change
If the natur
the near ter

in labor market policy dur.ing th
| rate has changed, it would be

reason why the unemployment r

a
m.
her
ated tEovetnhe fn atthuwer anla truartael croantcce phta d

Tkre 1S anot
1

e
recently re t

S a

t hat tDhuer innagt uar aplh eriaotde wwhaes

1 a

ermat eoakbepateitsia Hod§i
Il rate could hawhe @lrealghdedr es ihgansi fniocta nbtel eyn oav

at
par

at e
n

22years, 1t 1is possible that cembrrudfpPl oy me mwta st

aturalusrtataes ttthaen usnwesmped cotyemde nt 1 at e

ate as wages are pushed above prod

"For more information on the role of temporary empl oy me
Natural Rate of Unemploymerijnance and Economics Discussion Papey B€deral Reserve Board, December
1999.

18 Testimony of FederdReserve Chairman Alan Greenspan, in U.S. Congress, House Financial Services Committee,
Monetary Policy hearings, 108Cong., 29sess., Feb. 11, 2004.
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assdmethat 3.9% was not too far from the natural

pressure on i nlfnl ahtiinodns iagth tt,h aitf ttihnee natural rate

in recent years, say 6.0% wsthoé.wWWe mpheypmdeithte pato
22years could partly-tbemaatdjubtotmaehtebbokthewhodg
from an unsusitlani ntahbilsy clasw ,1 comeel woul d expect the
once the recoversy ,bedumame tmowoen lrdohtbs k1l wheoes asrghen t
the natural rate was underestimated in the late
averagbe.ds % % n the .TO87Pp8rt anthaetrSplgurievei,n consider

ung@thoyment rate following the 2001 recession WwWo.l
empl oyment, only attainable mnear the peak of the

Because the nartuunr aclo nrcaetpet ,i si ta ilsontgoo saggn otfo det

the recent increase instlde wWme mphoymadt-whatctd por
dri.Banh the inflation rate 1is one piece of eviden
a change in the naturiade rian eunbhpfulby mend d yo dy i wa sn
suffering from insufficient demand, the inflatio
unempl oyment rate was being driven by changes 1in
unaf fBhkea eador e 1 n fhl asttiroinp sr aotuet, vwhliact i 1 ¢ food and e
2.6% in 2001 to 2.4%hins 260@2cthboel. 4atnida@aFfici
to be at least part of the story behind the rise
Since 2003, trhaet awnleansp | foaylmleent t o 5. 1.W%tint2005hand
not reached the 1lowest poiOwttrof hthe aim29 @pserdopansd
rose to 3.4% in 2005, whhiilse scuogrgee sitnsf Itahttaito na crtousael
may be lower than the NAIRU again.

Alternative Theories

Alt hough the mnatwural rate (which changes over ti
economics, the hypot hAts ilse aisst nfootu rwiat lhtoeurtn ai ttisv ec rei
been doffere

Phillips Curve Can Be Exploited Indefinitely

The mainstream position -ttchrarh emfofneect tasr yo mp orl @ acly +haars
unempl oyment, does mnot specifyOhowvileow,g whi dch kes
essentialalcyk hNoAIkRrlesmabcr oeconomics, argues that t
policy are long enough lasting that policymakers
inflation tr a@dPehaflfl i(Pk nioGwinefadsn ittheel y .

This view hascaemnhgbsetr, owhisheoeritt may be true tha
inflation rate could be traded off with a 1lower
not c¢clear why this would be a desirable policy o
particularly since larger and larger increases 1n
reduction in unempl oySneecnotn da,s iutn ehmapsl otyrnoeunbtl ef eelxlp 1
when inflation and une nphliorydme mtesh e€ whsheiel sldianm 1 ¢ mh e o
exploited indefinitely 1if the 1inflatidrarty expec
is, 1t assumes that increases 1in the money suppl
individuals everExlpearirincg tfa opr eadbircota di tsuggests
See James Galbrait h , Joufal ofEconomic Perspectivamlt 11 ,eno. N witeR1997,p.

93.
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ceases to have any effect on the real economy du
adjust

Monetary Policy Changes Cannot Affect Unempl

Anot her challlenrgaet et oh ytphoet hneastiusr acomes from t he op
change in monetary policy that 1s expected or pr
unempl oy Rantt ‘wadtd dheal "mepemeationsthe economics
the 1970s, t his conclus1on is reached by assumin
infor med, so that <change in the moneyYnsupply 1in
this view, Tr1ising 1nflatme)mplwoylﬂndntnotaibe bhebhowit
(since the monetary change had no real effect),
an unemployment r.HowewaboyethbecdNAERPt that the u
would always bendtsstshaensapecabdrmbaece¢ary changes
consistent ®with this view.

While this view had a revolutionary eCfifnect on ac
its purfthkss beefmhbrmiiedover whel ming evidence tha
al ways haQaen da fsfteicliteeddd s €bHDaomic variables in the
contradiectriacdn otnealt ek xpectations theory.
Deviations from Nabtyurlanlf 1Rataiboonf; a Mbort H eLt

The natural rate 1s defined in ter ms.Soofmea rel ati
economists defending the mnatural rate concept ha
been causedebutedf detwvehamp mehnamgesatihne rt e labor m
caused the natFkorale xraamipel et,o0 Rohbaenrgte Gor don has rg
temporary factors held -ﬂH@Oisnflmbiudingt&:odvowner
computer, andscommmsdiittye prhiec fall in Xdnempl oymen:t
However, most of t heBsses iplreisc e st hlea weéh orrit sceomi snign coef ¢
there will always be some price increases below
abobe is unlikely that the prices of goods that
risAsmgthe unemployment rate stayed below the est
late 1990s, the temporang fFessotbamecgwmegds deicgh
increase 1in inflation toward the end of the 1ast
on a constant mnatural rate would have predicted.
Ot hers have argued that 1 ow ilnfanlganteisen bcoya wolrek eer xsp
demand compensation increases because of globali
ot her factors that haveThmasdea rngaurnkeentts imnso rhea rcdo ntpoe t
disprove empiricall gy, wsaiyn e tmeersenries trhoe ocoonmmeplett si it
oV .Gtl iothea I’d ziat filomence on wages 1s thought to be
relatlve t o GDP, and ?hlafv eg lionbcarleiazsaetdl Fbenh® Wi Ydel rraedduuacl
wages cofe da fwfoer ker s , iRRY HW®DWOIDdA t a mlny ifedutcevere acco

20 5ee Robert Lucas and Thomas Sargent, Bdsignal Expectation@Minneapolis: University of Minnesota Press,
1981).

2lRobert Gordon, “Foundations of the GWalrdyiilnoge kNAIERW,n"0 my : Su
Brookings Papers oRconomic Activity 21998, p.297. Gordon also allows the natural rate to decline in the 1990s in
this paper, but most of the favorable performance of inflation is attributed to these temporary factors.

223ee CRS Report 9841, Is Globalization the ForcesBind Recent Poor U.S. Wage Performance? by Craig Elwell.
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The natural rate hypothesis suggests that becaus
rate, recessions should have no per mahniesnt ef fect
view was chalbdngednbmiatgrompthe 1980s, who ar.g
could raise the matural rate, meaning that the b
unempl Timé st vi Ehwy,s tcéaslplseids g from empirical eviden
pars of Western Europe, where the mnatural rate se¢
recessions of ¥Aenumfbt/edrs wfhde xipPI8Dmati ons was devi
underpinnings, such as the trhemtr y( whiadh siumarad anseed
deep recessions) led'stkald sdaetharti acnmadteTheh eimn 1 w5k &
empirical evidence in the United States 1s mnot a
striking that the ncidedi withe t NAI RMDP7 deamd st 1 ec
1981M®82) ofwatrhepepootd.

The hysteresis view can be seen more as a comple
alterWiatth veeysteresi s, t here ies, satnidl i naf Inaattiuorna 1wirl
(fall) 1 f unempl oyHwyesnte riess ibtse Isatw p(ual bact wes) tihtat t he
factor that c¢an.lcnhatnhgee ptuhree snta tsuernasle ,r ahtoewe ver , hy
natural 71 ateet avriye wp otlhiacty motnhrough i1ts effect on t
effect on the unemployment rate.

Measuring the Natural Rate in Practice

How the matural rate i1is theoretically conceptual
di ffMoetmtempirical estimates do not wuse the conc
they do not define the mnatural rate in ter ms of
how much each condition contr imeAtse sditsac ucshandges i
above, one reason why this approach would not be
easily quantified

One approach to estimating the mnatural rate, tak
described abhgvehefigesxplainhhe inflation rate econ
labor market factors tEBeswdebduabmpgeymbatnaCBCE
inflation rate be influenced by past inflation,
B An early paper on hysteresis is Olivier Blanchard and Lawrence Suntysteresis and the European

Unemployment ProblenNBER Macroeconomics Annual 1 (Cambridge, MA: 1986). A more recent ex&@nple

Laurence Ball, “AggRer almre Dr Backinhs Rapers’dnlEcanamic Activity, 2

(Washington: 1999), p.191.

24| aubach demonstrates that an economically significant NAIRU cannot be estimated for the major Western European
countriesTh omas Laubach, “Measuring the NReVi®kdf Ecdiomicdanchce from Se

Statistics vol. 83, no. 2, May 2001, p. 218.

S gsee Congressional Budget Offiég&zonomic and Budget Outlookugust 1994, Appendix 2. In essence, CBO
controls br demographic factors by using the rate of unemployment for married males in its equations.
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2 Note that productivity is also one of the factors that has been posited as an influence on the natural rate, in which
case the regressions do not meet the remént that the explanatory variables be statistically independent because the
variables are jointly determined.

27\t should be noted that these type of macroeconemie duced form” econometric equations
theoretical requirements ohbiased statistical estimation. For some of the technical problems with empirically

estimating the mnatural rate, see Hashem Pesaran and Ron Sm
I mplications , "TheiNaturél Rade ofneastgyment(Cantbridge, UK: Cambridge University Press,

1995), p. 203.

2®3ee Robert Go-YalymgNAIRY andl ks Infplicatiens for Economic Policigurnal of Economic
Perspectivesvol. 11, no. 1, winter 1997, p. 11.

29 stock shows that an econometric model with no relationship between unemployment and inflation performs better in
the 1990s than a model where the mnatural rate 1is allowed t
Brookings Papers on Economic Adty 2, 1998, p. 339.
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empl eyniemtt i on tradeoff only brokeotdowhy atthe e r t
te 1970s .4 nnda rlraotwee r1 9b9a0nsd woul d®¥® have reduced th
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asntestimate of the mnatural rate is fundamental
scussed here, because his nacdaladelraticoreshimat
t ween unempl oylnheinst aavnodi disn ftlhaet ipornobl em of cont r
duced by supply shocks, but somHehfitrshanges t
t i mat output gaps by cctaulaclu l@DP nagn dt hter ednidf fGDPe
nstru using valdd otubens taadliculiatads te cthamti qmuals
regr ing unemployment on his output gap mea
thd ke Gordomgchthkasn dbpprriticized on the ground.
eoretical explanation for why the mnatural 7rate
cause of variation in the actual data.e Some of
IRU lowest in the 1970s and highest in the 1909
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A Useful Concept for Policymaking?

The natural rate concept 1is often accompanied wi
becomes difficult to refuteaempablygallmijtandsopr
valThhee qualifiers include (1) because of busines

rarely 1f ever equal the natwural rate; (2) the n
(3) the 1 el atthieco nnsahtiupr able trwvaeteen and inflation wil!l

also influence.Tihref Itahtiirodn qaurae ipfrieesre nits mor e pr obl «
appear when one considers that the nafbharnalonate
Empirically, these qualifiers mean that there 1is
the ar“gumenoral rate of Uhemphoeoymemamdonetl neteeca
unemployment exists, butabé¢tyauset canobanhesidanpt
fatt

The methods for estimating the NAIBUkdagcribed a
Because they by and large do not identify the fu
naturadyradengpot hpredict how thelhNAI Rvd switlhle chasmrg
the apparent fall in the mnatural rate .in the 1at
This is problematic for policymakensnotidismphpast
whet her a movement in unemployment 1is caused by
counteracted with stabilization policy) or by a
counteracteldf wtitcdh bhod i tayBNArFrRUiedt hmatveéd yoont he t
have unnecessarily tightened monetary policy 1in
resulted in signilfkeawnsky Orphmagidesf]l amdo®wWil Il i an
stagflatiomn otfist HRaeidl @7 ®s t o recognize the natur al
keep poli¥y too loose.

°Mi chelle Barnes and Giovani Olivei, “I'nside aNew Outside B
England Economic RevieWwederal Reserve Bank of Boston, 2003, p. 3.

1Al an Gr a-Yarying Estimatesof the Natdra Rat ¢ of Unempl oment: A Revisitati ol
Quarterly Review of Economics and Finaneel. 42, no. 1, spring 2002, p. 95.

2Athanasios Orphanides and John C. Williams, “The Decline

MisperceptionsL e ar ni n g, a n HeddfakReserve BankiofdSansFrancisdtorking Papers Series. 2603
24,Dec. 2003.
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On the other hand, attempts to systematically 1id
order to predict changerse ilnm ktehley ntaot urraolv er aftreu sbter f
discussed above, many of the characteristics tho
(resulting in a dearth of observatiohor ftoratst at i
reason, cbxapsleadn aotni otnhsi s appr oacHhRWW KR& pHlUn Rt SSU RtSHAEH U
rationalization (deducing causation by identifyi
also fail to forecast changes in the NAIRU accur
Staiger, Stnhoak,guend hWatt swhi l e a statistically sig
the margin of error is too broad for ¥her concept
example, in the first quarter of 19094, ,prtihceey es t i
index (CPI), with a 95% c¥%mori dppemlciec yi matkeirmvga,l tohfe i3
suggest that the Fed, for example, could be cert
unempl oyment was below 3. 9%n(dcdhet eoltliimmg ifomr) taha
when unempl oy me n®tBywawsa ya boofv ec oTmp6%.i s o n , unempl oy m
6.3% 1in the recent recession; 1f the Fed had bas
significance, nohmometbary aadienmg akewml d o counter s
(assuming the NAIRU had ddt tgreeatolrye CPdngesd usieng
confidence interval mnarrows a little, to a range
too widegfat medncymaking.

Despite its shortcomings, the mnatwural rate of
ingrained in economic policymaking that it wou
policymakiDgcwstibast totoneghteynpotieysarm fundam
the notion that the economy is .&Fmdive coplbglmewt
in turn, is primarily determined by comparing
natur.Af8 MaakdwBall argue,

Few economists would deny that shifts in aggregate demand, such as those driven by
monetary policy, push inflation and unemployment in opposite directions, at least in the
short run That is all one needs to believe to accept the NAIRttept®

The alternatdmiendmmc egitvd ntghermatural rate in poli
demote the mnatural rate to one among many €econon
present and future ¥Bautrhet aotf eetc otnhoemi(cu nakentoi wni)t yn a

33Douglas Staiger, James Stock, and Mark Wat doornaJof “The NAI RU

Economic Perspectivegol. 11, no. 1winter 1997, p. 33. They use a model to estimate the NAIRU that is conceptually
similar € oontiGling forsimilasindependent variables and allowing the NAIRU to vary over time, but
more smoothly than the raw data would indicate.

34 A 95% confilence interval is defined as the range of values for which estimates from at least 95 of 100 samples
would fall within. Table 1 suggests a broad confidence interval would be expected given the large fluctuations in
average unemployment over the decades.

35 A recent Fed study addresses how to conduct monetary policy with an uncertain NAIRU. See Volker Wieland,
“Monetary Policy and Uncertaint yinanteandEconomies DiScussionr a1l Rat e
Series #22Federal Reserve Board of Goversiokpril 1998.

36| aurence Ball and Greg MankiWhe NAIRU in Theory and PracticHational Bureau of Economic Research,
Working Paper no. 8940, May 2002, p. 34.

37 Some argue the NAIRU is not a very good predictor of economic activity. For example, AdkeksGhanian
demonstrate that from 1984 to 1999, past inflation has been a better predictor of future inflation than a (constant)

natural rate of unemployment. Andrew Atkeson, Lee E. Ohani

Federal Rserve Bank of MinneapoliQuarterly Reviewvol. 25, no. 1, winter 2001, p. 2.
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unempl oyment, policymakers can target sustainabl
natural rate as one vari.Evkba forhelpideé¢tenimdacis
who subordinaltiel iexatnioamn ct s tprice stability, a na
one of many variables) can h¥Baps od ean cppa stthee Xpe
it can be argued that other indikattoeas j(eomch as
predicting future economic activity than the nat
rate are not Neaseirltyheilkemst, i fsioemk. of these better |
comprehensively or well tdirowmmdad ailn radenominc rtehhe
likelihood that their past prehvien iivfe tchaep anbaitluirta
is relegated to one of many indicators of a full
economy movVvienlgo wa bfouvlel oermpbl oy me nt , it does not se
change macroeconomic stabilization policy could
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